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ESTATE FREEZES
By
Ronald D. Aucutt
I. Historical estate freezes
A. Corporate freezes
1. Basic tool: preferred stock recapitalization.
a. A "reshuffling of a capital structure." Helverinq
v. Southwest Consolidated Corp., 315 U.S. 194, 202
(1942).
b. Includes the issuance of preferred stock in
exchange for outstanding common stock. Dean v.
Commissioner, 10 T.C. 19 (1948), acq. 1949-1
C.B. 1; Hartzell v. Commissioner, 40 B.T.A. 492
(1939), acq. 1939-2 C.B. 16; Rev. Rul. 55-112,
1955-1 C.B. 344. Hence "Dean-Hartzell recap."
c. Excludes the appreciation from the preferred
shareholder's gross estate. Estate of Boykin v.
Commissioner, 53 TCM (CCH) 345 (1987).
2. Applications and benefits.
a. Primary "freeze" effect.
i. Elder generation's preferred stock is "frozen"
in value.
a. May still have voting control.
b. Or may be a form of retirement benefit,
ensuring dividend income after control is
relinquished.
ii. Younger generation's common stock attracts all
future appreciation.
b. Other benefits.
i. Common stock to family members who participate
in the business, to provide incentive and
reward.
ii. Preferred stock to family members who do not
participate in the business, to provide income
security.
3. Points to watch.
a. Income tax rules, including sections 305 and 306.
b. Valuation for gift tax purposes.
i. "One of the frequent objectives of the type of
transaction mentioned above [a Dean-Hartzell
recap] is the transfer of the potential appre-
ciation of an individual's stock interest in a
corporation to relatives at a nominal or small
gift tax cost. Achievement of this objective
requires preferred stock having a fair market
value equal to a large part of the fair market
value of the individual's former stock inter-
est and common stock having an nominal or
small fair market value." Rev. Rul. 83-120,
1983-2 C.B. 170, Sec. 2.01.
a. Rev. Rul. 83-120 might be said to serve
that objective by identifying and address-
ing valuation abuses that cause the
objective to be lost, as well as valuation
factors important in causing the objective
to be attained.
b. Rev. Rul. 83-120 emerged from the period
of the late 1970's and early 1980's when
interest rates, and thus appropriate rates
of return on preferred stock, were at
unprecedented high levels and there was
therefore great pressure to augment a
less-than-market rate of return with
"bells and whistles" such as conversion
rights, powers to liquidate, or other
rights not intended to be exercised and
possibly vanishing at death.
ii. Under current law, since 1977, gift tax
valuation errors can be partially corrected in
the computation of the estate tax. Section
2001(b)(1)(B); Technical Advice Memorandum
8447005. Because this correction only deter-
mines the starting point of the graduated
estate tax rates, however, it has only a
limited effect, and no effect at all in the
case of very large gifts.
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c. Power to control. Rev. Rul. 67-54, 1967-1 C.B.
269. Cf. United States v. Byrum, 408 U.S. 125
(1972); Rev. Rul. 81-15, 1981-1 C.B. 457.
B. Partnership freezes
1. "Capital freeze."
a. Analogue to Dean-Hartzell recap.
i. Elder generation's "frozen" interest as
limited partner.
ii. Younger generation's "growth" interest as
general partner.
b. Recognized in substantial part in Estate of
Meyer v. Commissioner, 58 T.C. 311 (1972), nonacq.
1975-1 C.B. 3, aff'd per curiam, 503 F.2d 556 (9th
Cir. 1974).
2. "Capital shift."
a. Disproportionate allocations of profits, losses,
or cash flow to reduce elder generation's share,
perhaps even to zero.
b. Impossible if younger generation's interest is a
result of a gift and capital is not a material
income-producing factor. Section 704(e).
c. Much more difficult under new section 704(b)
regulations.
3. Applications and benefits -- similar to those of a
Dean-Hartzell recap.
4. Points to watch.
a. Exchange rules. Section 1031; see Letter Ruling
7948063.
b. Taxability as a corporation. Reg. § 301.7701-2.
c. Family partnership rules. Section 704(e).
d. "Substantial economic effect." Section 704(b).
e. Liabilities. Section 752.
f. Valuation. Same as with corporations.
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C. S corporations
1. Generally, limitation to one class of stock prevents
freezes.
2. Special techniques.
a. Partnership of S corporations, with "frozen" and
"growth" partnership interests.
i. Given encouragement by Letter Ruling 8804015.
ii. May be limited to "an established corporation
that has been in existence for several years."
Id.; GCM 36966. Otherwise, see Rev. Rul.
77-220, 1977-1 C.B. 263.
b. Installment sale of S stock to younger generation.
3. Other estate planning advantages of S corporations.
a. Ability to issue voting and nonvoting stock.
Section 1361(c)(4); Letter Ruling 8748008. Non-
voting stock may be given to younger generation.
b. Avoidance of effects of General Utilities repeal
on liquidation after death. Sections 1014,
1363(d), 1366, 1367(a)(1) (corporate-level gain
offset by shareholder-level loss).
D. Trusts
1. May be S corporation shareholders in certain cases.
Sections 1361(c)(2), 1361(d).
2. Use in estate freezes.
a. Charitable lead trusts.
b. Grantor retained income trusts (GRITs).
c. Joint purchases.
i. Marital trust buys life estate.
ii. Credit shelter trust buys remainder.
d. Pecuniary marital power of appointment. Estate of
Alexander v. Commissioner, 82 T.C. 34 (1984),
aff'd, No. 84-1600 (4th Cir. April 3, 1985). But
see Proposed Reg. § 20.2056(b)-5(c)(2) & (5),
Example (3).
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E. Hybrids and other freeze techniques
1. Buy-sell agreements. But see Reg. § 20.2031-2(h);
Dorn v. United States, 828 F.2d 177 (3d Cir. 1987).
2. Other stock restrictions and options.
3. Installment sales, or loans followed by purchases.
4. Self-cancelling installment notes (SCINs).
5. Private annuities or lead interests.
6. Sales of remainders. But see Gradow v. United States,
Ii Cl. Ct. 808 (1987).
7. Joint purchases.
a. Elder generation buys life estate or term of
years.
b. Younger generation buys remainder.
8. Term freezes that convert or vanish (GRIT preferreds).
9. Rights that vanish at death. United States v. Land,
303 F.2d 170 (5th Cir.), cert. denied, 371 U.S. 862
(1962); Estate of Harrison v. Commissioner, 52 TCM
1306 (1987).
10. Other aggressive (or realistic, depending on one's
point of view) valuation techniques.
II. Background of section 2036(c)
A. Section 2036(a)
1. Reprinted in the Appendix following page 38.
2. Historically taxed life estates and other retention of
possession or enjoyment "for [the grantor's] life or
for any period not ascertainable without reference to
his death or for any period which does not in fact end
before his death."
B. Criticisms of historical freeze techniques
1. They are testamentary substitutes.
2. The retention of substantial rights in an enterprise
is the retention of the enjoyment of the capital of
the enterprise, even the capital represented by the
equity of others.
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3. "Business" arrangements within the family are
necessarily suspect.
4. It defies reason to assert that common stock (or an
equivalent "growth" interest) has great appreciation
potential, but only nominal current value.
5. If the preferred stock is voting stock empowering the
holder to control business policies or even rearrange
the capital structure, it may be the real growth
interest in the business.
6. Gift tax valuation abuses cannot be policed.
a. Non-arm's-length deals.
b. Non-arm's-length conduct subsequent to deals.
7. The taxation of hard-to-value "fractured" interests is
best postponed until death, when they are likely to be
merged again.
C. Defenses of historical freeze techniques
1. A person should be able to give away an asset, such as
a share of stock, as a completed transaction. Great
uncertainty and mischief result when taxation is
severed from property rights, which (except for trans-
fers within three years before death) has never before
been attempted.
2. A sale for fair value should not be subject to a tax
designed for the transfer of wealth without
consideration.
3. The retention of anything -- and especially the
receipt of consideration -- enhances the estate.
4. Appreciation can never be guaranteed; often values go
down. Both the possibility of appreciation and the
risk of loss are reflected in fair value. In a true
value-for-value exchange, the anticipated income from
the frozen interest is economically equivalent to the
potential appreciation in the growth interest.
5. It is appropriate to give children the incentive of an
equity interest and to encourage risk-taking in incre-
ments while the parent can still prevent or correct
excesses. It takes a steady hand to hold a full cup.
6. It is appropriate to shift the growth to children when
that growth will more and more be attributable to the
children's efforts in the business.
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7. The concept of "control" is admittedly elusive and
subjective in a family context anyway, no matter what
is transferred or retained.
8. It is appropriate as a matter of policy to assist, not
penalize, small businesses, which contribute greatly
to the economy. Such small businesses should be able
to defend themselves against a 55 percent estate tax.
9. It is inappropriate to encourage dealings with out-
siders by treating such dealings more favorably than
transactions with family members.
10. There are penalties and other deterrents to abuse.
D. United States v. Byrum, 408 U.S. 125 (1972).
1. "We conclude that Byrum's retention of voting control
was not the retention of the enjoyment of the trans-
ferred property within the meaning of the statute."
408 U.S. at 150.
a. Section 2036(b)(1) (anti-Brum rule): "[T]he
retention of the right to vote (directly or
indirectly) shares of stock of a controlled
corporation shall be considered to be a retention
of the enjoyment of transferred property."
b. S. Rep. No. 95-745, 95th Cong., 2d Sess. 91
(1978): "[W]here the decedent owned both voting
and nonvoting stock and transferred the nonvoting
stock to another person, the rule does not apply
to the nonvoting stock simply because of the
decedent's ownership of the voting stock."
Followed in Rev. Rul. 81-15, 1981-1 C.B. 457.
2. "A majority shareholder has a fiduciary duty not to
misuse his power by promoting his personal interests
at the expense of corporate interests. Moreover, the
directors also have a fiduciary duty to promote the
interests of the corporation." 408 U.S. at 137-38.
a. Originally distinguished by the Service where
there were no non-family interests. Estate of
Gilman v. Commissioner, 65 T.C. 296, 310-11
(1975), nonacq. 1978-2 C.B. 3, aff'd, 547 F.2d 32
(2d Cir. 1976). See GCM 38375; O.M. (A.O.D.)
18530 (court's failure to recognize this distinc-
tion one reason for nonacquiescence). See also
Letter Ruling 8038014.
b. More recently applied where there were no non-
family interests. GCM 38984.
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c. Applied to controlling general partner of a
limited partnership. Letter Ruling 8611004.
E. Dickman v. Commissioner, 465 U.S. 330 (1984).
i. "[T]he gift tax was designed to encompass all
transfers of property and property rights having
significant value." 465 U.S. at 334.
2. "We have little difficulty accepting the theory that
the use of valuable property -- in this case money --
is itself a legally protectible property interest."
465 U.S. at 336.
3. "Against this background, the gift tax statutes
clearly encompass within their broad sweep the gratui-
tous transfer of the use of money." 465 U.S. at 337.
4. "We hold, therefore, that the interest-free demand
loans . . . resulted in taxable gifts of the reason-
able value of the money lent." 465 U.S. at 334.
5. "The most troublesome issue generated by the Court's
opinion is the scope of its new reading of the
statute-" 465 U.S. at 349 (Powell, J., dissenting).
6. The Deficit Reduction Act of 1984 added section 7872
to address below market loans.
F. "Tax Reform for Fairness, Simplicity, and Economic
Growth," The Treasury Department Report to the President
("Treasury I"), chapter 19.01 (November 1984).
1. Would have subjected a transfer to gift or estate tax
only when the transferor's beneficial interest ceased.
2. Would not necessarily have affected "estate freezes."
3. Not included in the President's recommendations
("Treasury II") or in the Tax Reform Act of 1986.
G. "Description of Possible Options To Increase Revenues,"
prepared by the staff of the Joint Committee on Taxation
(June 25, 1987), at 266:
"The parent's estate could include the full
value of property which is effectively subject
to the retained life interest (i.e., the com-
mon stock as well as the preferred stock, in
the recapitalization case . . .)."
H. Joint Committee staff summary of Ways and Means Committee
action on October 13, 1987, at 22:
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"If an owner of a substantial interest in
an enterprise transfers a disproportionate
share of the appreciation in the enterprise
while retaining disproportionate control or
income of that enterprise, the transferred in-
terest would be included in his gross estate."
III. Revenue Act of 1987
A. Section 10402(a) of the Act redesignated the former sec-
tion 2036(c) as section 2036(d) and added a new section
2036(c). Section 2036(c), together with the changes made
by the "Technical and Miscellaneous Revenue Act of 1988"
(H.R. 4333), is reprinted in the Appendix.
B. Effective date (section 10402(b) of the Act).
1. Applies to estates of decedents who die after
December 31, 1987.
2. Does not apply to any "freeze" before December 18,
1987.
a. Does apply to transfers after December 17, 1987,
of property created in a pre-December 18, 1987,
freeze -- e.g., transfers after December 17, 1987,
of common stock received in a recapitalization
before December 18, 1987.
b. But a post-December 17, 1987, transfer does not
otherwise "taint" or affect the grandfathering of
a pre-December 18, 1987 freeze.
3. No transition rule for transactions in progress on
December 17, 1987.
4. Does not apply to post-December 17, 1987, failures to
exercise conversion rights, pay dividends, or exercise
other rights as specified in regulations, with respect
to property transferred on or before December 17,
1987. Section 3031(h) of H.R. 4333 (reprinted in the
Appendix).
IV. General operation of section 2036(c)
A. To the extent a growth interest in an enterprise is trans-
ferred while a frozen interest is retained, the transfer
is "caught" by section 2036(c) and "brought back into" the
transferor's gross estate.
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B. Examples:
1. Example 1: P (parent) owns all the stock -- common
and preferred -- of a corporation. P gives 60 percent
of the common stock to C (P's child) and retains the
preferred stock. The value of all of the common stock
at the date of P's death is included in P's gross
estate.
2. Example 2: If, instead, P gives C 20 percent of the
common stock and 20 percent of the preferred stock,
section 2036(c) does not apply.
3. Example 3: If, instead, P gives C 80 percent of the
common stock and 20 percent of the preferred stock (a
combination of Examples I and 2), 60 percent of the
common stock is included in P's gross estate. H.R.
Rep. No. 100-495, 100th Cong., 1st Sess. 996 (1987)
(1987 Conference Report).
C. Comparable results occur with partnership interests,
certain trusts, co-ownership, and any other interests in
an enterprise. Generally, corporate terminology is used
throughout this outline, but the principles apply to any
freezing arrangement.
D. There is no exception for annual exclusion gifts.
V. Special rules
A. Threshold test: Substantial interest
1. Transferor and transferor's family must own (directly
or indirectly) at least 10 percent of the voting
power or income stream of the enterprise. Section
2036(c)(l)(A) & (3)(A).
2. Examples:
a. Example 4: P owns 1 percent of the voting common
stock and 2 percent of the nonvoting preferred
stock of a corporation. No one else in P's family
has any interest in the corporation. P gives the
common stock to C. Section 2036(c) does not
apply.
b. Example 5: P owns 1 percent of the voting common
stock and 2 percent of the nonvoting preferred
stock of a corporation. C owns 12 percent of the
voting common stock. P gives his common stock
to C. The common stock is included in P's gross
estate.
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3. The House technical corrections bill would have
applied this test "before or after the transfer."
This was aimed at the joint creation of a new business
or the joint purchase of an ongoing business or other
investment. See H.R. Rep. No. 100-795, 100th Cong.,
2d Sess. 424 (1988) (1988 House Report). The
conference report omitted this change.
B. Family
1. Individual's spouse, descendants, descendants of
spouse, parents, and grandparents, and the spouse of
any of the foregoing. Section 2036(c)(3)(B).
2. Does not include brothers and sisters.
3. Does not, however, limit the range of transferees.
a. Example 6: P gives common stock to N (P's niece
or nephew), retaining preferred stock. The common
stock is included in P's gross estate.
b. Example 7: P gives common stock to a charity,
retaining preferred stock. The common stock is
apparently included in P's gross estate. There
might be an estate tax charitable deduction, but
what if the charity has sold the stock? See Part
VII.C.2 below.
4. Married couple treated as one person ("spousal unity
rule"). Section 2036(c)(3)(C).
a. Example 8: P gives common stock to C and pre-
ferred stock to S (P's spouse), retaining nothing.
The common stock is included in P's gross estate.
i. It appears that it would be included in S's
gross estate too. If so, P's estate should
receive a marital deduction for the stock P
gave to C!
ii. Indeed, under section 2036(c)(3)(C), anything
included in the estate of one spouse could
arguably be included in the estate of the
other spouse.
b. The technical corrections bill authorizes Treasury
regulations to provide exceptions from the broad
rule. See section 2036(c)(3)(C) in the Appendix.
But the description of this provision in the
committee reports only raises questions about the
original intended scope of the rule. 1988 House
Report at 427-28; S. Rep. No. 100-445, 100th
Cong., 2d Sess. 427-28 (1988 Senate Report).
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i. The first ominous suggestion is the strange
and unnecessary suggestion that the spousal
unity rule continues beyond the death of one
spouse.
a. This has obvious implications for split
bequests and post mortem freezes.
b. It is hard to tell how the rule would work
in the case of remarriage, or whether the
spousal unity rule survives a divorce as
well as death.
ii. Second is the suggestion that the rule applies
to ordinary trusts -- apparently especially
some life insurance trusts.
iii. The shocking result is that the spousal unity
rule is apparently broad enough to include in
a surviving spouse's gross estate the full
value of any testamentary or inter vivos QTIP
trust (the spouse having an income interest
and the remaindermen a "growth" interest),
even if OTIP treatment is not elected or is
elected for only a part of the trust! Al-
t-hough the statement of managers n the 1988
conference report contemplates that the regu-
lations will repudiate this result, this only
confirms that the matter is in doubt until the
regulations are issued.
c. In any event, this rule may also result in some
expansion of the definition of the family, to in-
clude, for example, parents-in=law and children's
stepchildren.
C. Treatment of consideration
1. General rul .
a. The "bottom line" of section 2036(c) is "retention
of the enjoyment of the transferred property."
Section 2036(c)(1). It is section 2036(a) that
includes the value of the property in the gross
estate.
b. In general, section 2036(a) does not apply to
"a bona fide sale for an adequate and full
consideration in money or money's worth."
c. Example 9: P sells common stock to N for full
consideration in cash, retaining preferred stock.
The common stock is not included in P's gross
estate.
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2. Intrafamily sales.
a. The bona fide sale exception does not apply under
section 2036(c) to intrafamily sales. Section
2036(c)(2).
b. Instead, a proportional offset for consideration
"in money or money's worth" is provided by section
2036(c)(2)(B) if the Service is satisfied that the
consideration is not traceable to a donative
transfer from the transferor.
c. Example 10: P owns all the common stock of a
corporation, worth $1,000,000, and all the pre-
ferred stock of the corporation, also worth
$1,000,000. He sells the common stock to C for
full consideration -- i.e., $1,000,000 -- in cash.
P dies owning the preferred stock, still worth
$1,000,000, but the value of the common stock has
increased to $2,000,000.
i. Under the statute, no part of the common stock
is included in P's gross estate.
a. Section 2036(c)(2)(B) excludes from the
operation of section 2036(c) a fraction of
the common stock. The numerator of the
fraction (section 2036(c)(2)(B)(ii)(I)) is
the $1,000,000 consideration, and the de-
nominator (section 2036(c)(2)(B)(ii)(II))
is the $1,000,000 value of the common
stock at the time of the transfer. The
preferred stock is not included in the
calculation, because it is included in P's
gross estate under section 2033, not "by
reason of [section 2036(c)]," as required
by section 2036(c)(2)(B)(i)(II).
b. This is the correct result. The interests
of the Service are triply protected by (1)
the tracing rule, (2) the "satisfaction"
test, which probably prevents judicial
review except for an abuse of discretion,
and (3) the ability to fully examine the
original transfer in the estate tax audit.
ii. In this same example in the 1988 conference
report, the statement of managers apparently
includes the value of the preferred stock in
the calculation and thus mistakenly concludes
that $1,500,000 is included in P's gross
estate -- $1,000,000 of preferred stock and
$500,000 under section 2036(c) with respect to
the common stock.
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iii. The question is which interpretation will
emerge from the next round of "technical
corrections."
d. If the proportional offset is not available (if,
for example, the Service is not satisfied that the
consideration is not traceable to a donative
transfer from the transferor), then section
2036(c)(5) still provides that "[appropriate
adjustments shall be made in the amount included
in the gross estate . . . for the value of the
retained interest .... "
i. This is indecipherable without a further
technical correction.
ii. The Senate technical corrections bill would
have changed "the value of the retained
interest" to "any consideration received."
But this would have been no clearer.
iii. Apparently this is intended to provide at
least the result section 2043(a) would pro-
vide, allowing an offset for the consideration
received. 1987 Conference Report at 997.
iv. For this purpose, Dean-Hartzell recaps and
other value-for-value exchanges should be
treated as sales for consideration.
VI. Difficult statutory terms
A. "Enterprise." Section 2036(c)(l)(A).
1. "Includes a business or other property which may
produce income or gain." 1987 Conference Report at
996.
2. Apparently broad enough to include an investment
company and co-owned assets.
3. Apparently broad enough to include real estate,
improved or unimproved, including even a personal
residence.
4. Apparently includes any trust.
5. But to interpret it to include cash, marketable
securities, or similar assets would render the
10 percent "substantial interest" test irrelevant.
(See the following Part B.)
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6. For difficulties with the term "enterprise," see
Part F.7 below.
B. "Substantial interest." Section 2036(c)(l)(A) & (3)(A).
1. "Directly or indirectly."
a. Aimed at tiered entities.
b. Examples:
i. Example 11: P owns 1 percent of the voting
common stock and 2 percent of the nonvoting
preferred stock of a corporation. All the
rest of the stock of the corporation is held
by a trust created and funded by P's uncle in
1981. The trust beneficiary is C, and the
trustee is X Bank. In 1988 P gives his common
stock to C. The common stock given in 1988 is
included in P's gross estate.
ii. Example 12: P owns all the common stock of a
corporation. All the preferred stock of the
corporation is held by a trust created and
funded by P's uncle in 1981. The trust bene-
ficiary is C, and the trustee is X Bank. In
1988 P gives the common stock to C. Section
2036(c) does not apply.
c. The result would be the same in the case of a
corporation, partnership, or other entity.
2. "Voting power."
a. Without regard to voting "control."
b. Probably includes the right to vote stock held as
a fiduciary.
i. Section 2036(b) may pick up voting rights in
any event.
ii. Often this will be academic, because the rule
looks through the entity to the beneficiaries.
3. "Income stream."
a. May include interest on debt, consultant's or
director's fees, or even intrafamily royalties or
rent.
b. Again this may be largely academic, because the
interests of the whole family are aggregated for
this purpose anyway. Thus the allocation of
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rights among respective family members is not
important to the threshold "substantial interest"
test. Compare Part E.6 below, where for purposes
of section 2036(c)(1)(B) a broad interpretation of
"income" is by no means academic.
C. "Holds." Section 2036(c)(l)(A).
I. Apparently contemplates the status quo before the
transaction. (Cf. Part V.A.3 above.)
2. Example 13: P owns 12 percent of all the stock,
voting common and nonvoting preferred, of a corpora-
tion. No other member of P's family has any interest
in the corporation. In 1988 P gives half his voting
common stock to N. The stock P retains represents
less than 10 percent of the voting power and income
stream of the corporation.
a. Nevertheless, the stock P gives to N in 1988 is
included in P's gross estate.
b. If P gives the balance of his common stock to N in
1990, section 2036(c) should not apply, because in
1990 P (together with P's family) does not hold a
substantial interest in the corporation. Thus,
the 1988 gift will be included in P's gross
estate, but the 1990 gift should not be.
c. If P had given N all his common stock in 1988, it
all would be included in his gross estate.
d. This suggests both the opportunity for advanta-
geous timing and the likelihood that step-
transaction rules will be invoked in some cases.
(Note that transfers two years apart are collapsed
in Proposed Reg. § 20.2036-2(e)(4), Example (1).)
See the following Part D.
D. "After December 17, 1987." Section 2036(c)(l)(B).
1. While its principal purpose is to grandfather pre-
December 18, 1987, freeze transactions, this reference
raises other questions about step transactions and
serial transfers.
2. Examples: Assume that in each case the corporation
has 100 shares of common stock and 100 shares of
preferred stock, and P owns 80 shares of each.
a. Example 14: P gives C three-fourths of his common
stock (60 shares) and half of his preferred stock
(40 shares). The difference (20 shares) is
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subject to section 2036(c). Twenty shares of the
common stock will be included in P's gross estate.
b. Example 15: Instead, in 1988 P gives C half of
his common stock (40 shares). Then in 1990 P
gives C half of his remaining common stock
(20 shares) and half of P's preferred stock
(40 shares).
i. If the 1988 and 1990 gifts are each viewed in
isolation, 40 shares of the common stock,
which was the subject of the 1988 gift, will
be included in P's gross estate under section
2036(c), but no stock will be subject to
section 2036(c) by reason of the 1990 gift,
because P gave the same proportion of each
class of stock he owned.
ii. If the gifts are viewed in the aggregate, how-
ever, P is found to have given C 60 shares of
the corporation's common stock and 40 shares
of its preferred stock, and only the differ-
ence -- 20 shares of the common stock -- is
subject to section 2036(c), just as in
Example 14.
iii. The 1988 amendment of section 2036(c)(4)
apparently is intended to reach the latter
result, because the accompanying committee
reports refer to a removal from section
2036(c) of the "percent of the common stock
with respect to which proportionality was
restored." 1988 House Report at 420; S. Rep.
,No. 100-445, 100th Cong., 2d Sess. 524 (1988)
(1988 Senate Report). Presumably P would be
treated as making a gift of an additional 20
shares of the corporation's common stock in
1990, and 20 shares of the corporation's com-
mon stock would be subject to section 2036(c)
upon P's death. But it is possible to reach
any one of several different results under the
statute itself.
c. Example 16: Instead, in 1988 P gives half of P's
preferred stock (40 shares) to C. Presumably
section 2036(c) does not apply to a gift only of
preferred stock. Then in 1990 P gives three-
fourths of P's common stock (60 shares) to C.
i. If the gifts are viewed in isolation, it
appears that 60 shares of the common stock are
included in P's gross estate under section
2036(c).
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ii. But since the result is the same as in
Examples 14 and 15, maybe only 20 shares -- or
40 shares? -- should be included in P's gross
estate.
iii. What effect, if any, should be given to P's
decision to postpone the "freeze" in this
example, thereby arguably obtaining less
benefit from it?
iv. The 1988 legislation does not address this
example at all.
3. The answers may have to await further technical
corrections, regulations, or even litigation.
E. "Disproportionately large." Section 2036(c)(i)(B).
1. This is a matter of comparing ratios of ratios -- the
ratio of an individual's interest in the potential
appreciation of an enterprise to his or her total
interest in the enterprise before the transfer, com-
pared to the same ratio recomputed after the transfer.
See 1988 House Report at 423 n.120. This is easier to
illustrate than to describe.
2. Examples:
a. Example 17: P, who owns all the stock of a corpo-
ration, gives 49 percent of the common stock to C,
and retains all of the preferred stock. P retains
a majority of the potential appreciation --
51 percent. Nevertheless, because P began with
100 percent of the potential appreciation, P has
reduced his share of potential appreciation --
from 100 percent to 51 percent. Moreover, because
P has not reduced his share of preferred stock at
all, he has reduced his share of potential appre-
ciation disproportionately. Thus, section 2036(c)
applies, and the transferred common stock is
included in his gross estate.
b. Example 18: Same example, except that P also
gives C 48 percent of the preferred stock. P has
now substantially reduced his share in the income
of, or rights in, the corporation. Nevertheless,
because even the substantially reduced share P
retains is larger than the share of potential
appreciation he retains, he has transferred a
"disproportionately large" share of the potential
appreciation. Section 2036(c) applies, and 1 per-
cent of the common stock is included in P's gross
estate.
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3. The "disproportionately large" test is intended to be
applied at the time of the transfer.
a. There is no provision for a "look-back." Thus,
section 2036(c) can apply even if the enterprise
declines in value.
b. What if it is expected from the beginning that the
enterprise will decline in value?
4. The "retaining" test is apparently very broad, but
this makes it difficult to measure the effect of the
transaction in many cases.
a. Examples:
i. Example 19: P owns all of the single class of
common stock of a corporation. He gives the
stock to C and retains no interest of any kind
in the corporation. Section 2036(c) does not
apply.
ii. Example 20: Instead, P gives all the common
stock to C and retains one share of $100 pre-
ferred stock (or one $100 corporate note that
is treated like stock) and no other interest.
Section 2036(c) apparently will apply. But
how much of the common stock is included in
P's estate? All of it? (Would that make any
sense at all?) The portion which $100 bore to
the total value of the common stock at the
time of the gift? (Why?) Some other portion?
(How computed?) If $100 is considered a
trivial amount, what about $1,000? $10,000?
One percent in value of the common stock
transferred? Ten percent? Fifty percent?
Two hundred percent? What principle should be
applied here?
b. Should an attempt be made to trace the growth
interest transferred to the particular preferred
interest retained?
i. Example 21: P owns 80 percent of the common
stock and 20 percent of the preferred stock of
a corporation. P's brother (not "family"
under section 2036(c)(3)(B)) owns the other 20
percent of the common stock and 80 percent of
the preferred stock. P gives his common stock
to C. It could be argued that the preferred
stock he retains represents the income inter-
est separated from only one-fourth (20/80) of
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the growth interest he transfers. Perhaps,
then, section 2036(c) should apply to only
one-fourth of the common stock he transfers.
ii. Example 22: But what if P's brother gave his
common stock to his child? It makes no sense
to treat P's brother as retaining 400 percent
of the income interest separated from his com-
mon stock! The rule does not work both ways
very well.
c. How should one account for differences in value,
not just differences in the number of shares,
among classes of stock?
d. What weight should be given to the relative stock-
holdings on December 17, 1987?
5. Much has been said and written about the application
of section 2036(c) to voting and nonvoting stock --
for example (although not exclusively) in an
S corporation.
a. Viewed as a matter of statutory construction, it
is difficult but not impossible to bring voting
and nonvoting stock within the range of section
2036(c)(1)(B).
i. Two classes of common stock, one voting and
one nonvoting, seem at first blush not to
present an opportunity to transfer "a dis-
proportionately large share of the potential
appreciation."
a. Note that this assumes that appreciation
in the enterprise is allocated at least
proportionately to the control premium
represented by the right to vote. If
appreciation is allocated less than pro-
portionately to that control premium, then
the conditions of section 2036(c) appear
to be satisfied.
b. Example 23: P owns all the 100 shares of
voting common stock and all the 100 shares
of nonvoting common stock of a corpora-
tion. The value of the corporation is as-
sumed to be $210,000, allocated $1,000 to
each share of nonvoting stock and $1,100
to each share of voting stock. P gives
the nonvoting stock to C. Then the
corporation roughly doubles in value, to
$415,000, but the value of the right to
vote increases only 50 percent, from $100
- 20 -
to $150 per share. The value of the cor-
poration is therefore allocated $2,000 to
each share of nonvoting stock and $2,150
to each share of voting stock. C's stock
has appreciated 100 percent (from $1,000
to $2,000 per share) while P's stock has
appreciated only 95.45 percent (from
$1,100 to $2,150 per share). It is
arguable that P has transferred to C a
disproportionately large share of the
appreciation.
ii. In any event, when it is remembered that the
word "disproportionately" invites a comparison
to the transferor's entire interest, including
the right to vote, then a "potential-
appreciation-per-vote" analysis emerges, by
which section 2036(c) might be found appli-
cable, without regard for the control premium.
iii. Example 24: P owns all the 100 shares of
voting common stock and all the 100 shares
of nonvoting common stock of a corporation.
P gives C half of his nonvoting common stock.
P has given away one-fourth of the potential
appreciation, compared to none of the voting
rights -- a "disproportionately large share of
the potential appreciation."
b. Viewed as a matter of policy, there seems to be no
reason to attempt to distinguish between a block
of nonvoting stock and a minority block of voting
stock. Nevertheless, considerable care should be
taken in advising clients about any arguable
"transfer."
i. Voting trusts, powers of attorney, and even
pledges as security for loans will be suspect.
ii. Every limited partnership will apparently have
voting (general) and nonvoting (limited)
interests.
iii. Even a general partnership may have a "voting"
managing partner.
6. "Income" and "rights" were intended to be very broadly
interpreted, apparently even to include interest and
compensation (including deferred compensation or even
qualified retirement plan benefits).
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a. Interest.
i. There may be no difference between debt and
preferred stock for purposes of section
2036(c).
ii. Example 25: P owns common stock and corporate
notes. P gives the stock to C. Because of
P's retention of the notes, the stock may be
included in P's gross estate.
iii. Therefore, any installment sale of income- or
gain-producing property (i.e., any property?)
could be caught by section 2036(c), especially
if the installment obligation is secured by
the transferred property.
b. Compensation.
i. It may be that if P is employed by the cor-
poration, his salary must be cut in half if he
is to give C half of his common stock without
triggering section 2036(c). (Even that might
not work unless P's duties and authority are
also cut in half!)
ii. Under the general principles applicable to
section 2036, however, the mere "right" to
compensation would not be regarded as "re-
tained" at the time of the transfer unless
there were a legal commitment or express or
implied understanding. Reg. § 20.2036-1(a);
United States v. Byrum, 408 U.S. 125, 148-50
(1972).
iii. Similar issues are presented by compensation
for the use of property, such as rent or
royalties.
7. Statutory safe harbors. Section 2036(c)(7).
a. "Qualified debt." Section 2036(c)(7)(C).
i. Sum certain payable in fixed amounts on speci-
fied dates (except in the case of indebtedness
"issued in return for cash to be used to meet
normal business needs of the enterprise" --
e.g., working capital open accounts). May not
be limited by reference to the income of the
enterprise.
ii. Fixed term (except in the case of indebtedness
"issued in return for cash to be used to meet
normal business needs of the enterprise").
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The term may be no longer than 15 years, or,
in the case of indebtedness secured by real
property, 30 years.
iii. Interest rate fixed or tied to market rates.
iv. Fixed interest payment dates.
v- No right to vote except in the case of
default.
vi. No convertibility.
vii. No subordination by its terms to the claims of
general creditors.
a. The 1988 conference report recognizes that
qualified debt may be subordinated to the
claims "of a specified general creditor,"
but not "general creditors as a class."
b. Presumably debt subordinated to the claims
of general creditors as a matter of law --
e.g., debt owed to a general partner in
his capacity as a partner -- is not
subordinated "by its terms."
b. "Qualified startup debt." Section 2036(c)(7)(D).
i. Sum certain payable. (May be payable on
demand.)
ii. Received for cash to be used in an active
trade or business.
iii. No transfers other than cash to the enterprise
by the creditor, including transfers of good-
will, customers, or business opportunities.
iv. No other interest in the enterprise held by
the creditor, including a position as an
officer, director, or employee.
v. Transferee active in management of enterprise.
vi. No right to vote except in the case of
default.
vii. No convertibility.
c. Agreement to sell or lease goods or other property
to be used in the enterprise or to provide
services to the enterprise, except as provided in
regulations. Section 2036(c)(7)(A)(ii) & (B).
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i. "Arm's length agreement for fair market
value."
ii. No other change in interest in the enterprise
involved.
iii. No commitment to compensate for services
longer than three years.
iv. No compensation based on gross receipts (but
commissions should be okay), income, or
profits.
F. "In effect." Section 2036(c)(l)(B).
1. General rule recapitulated: Test the transferor's and
transferee's shares of potential appreciation compared
to their shares of all income of and rights in the
enterprise, before and after the transfer.
2. Redemption.
a. Section 2036(c) applies.
b. Example 26: P owns 75 percent of the common and
preferred stock of a corporation. C owns the
other 25 percent. P causes the corporation to
redeem his common stock. The transfer to the
corporation is treated as a transfer to C. Cf.
Reg. § 25.2511-1(h)(1). Therefore, section
2036(c) applies, with an uncertain consideration
offset under section 2036(c)(2)(B) & (5). This
result is the same whether or not the redemption
escapes dividend treatment under section 302(b).
3. Issue of stock.
a. Same as redemption. Section 2036(c) applies.
b. Example 27: P, who owns all the common and
preferred stock of a corporation, causes the
corporation to issue common stock to C. Section
2036(c) applies, with an uncertain consideration
offset under section 2036(c)(2)(B) & (5).
4. Recapitalization.
a. Same result. Section 2036(c) applies.
b. Examples:
i. Example 28: P owns 75 percent of the single
class of common stock of a corporation. C
owns the other 25 percent. P exchanges his
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stock for preferred stock in a tax-free
recapitalization. Because P entered the
transaction owning 75 percent of the potential
appreciation, 75 percent of the value of C's
common stock is included in P's gross estate
(with an uncertain consideration offset under
section 2036(c)(2)(B) & (5)).
ii. Example 29: P owns 75 percent of the single
class of common stock of a corporation. C
owns the other 25 percent. P exchanges his
stock for corporate notes. If debt is treated
the same as preferred stock (Part E.6.a
above), then 75 percent of the value of C's
common stock is included in P's gross estate
(with an uncertain consideration offset under
section 2036(c)(2)(B) & (5)). This result is
the same whether or not the exchange escapes
dividend treatment under section 302(b).
5. Amendment of a partnership agreement to comply with
allocation rules under section 704(b). Section
2036(c) might apply.
6. Buy-sell agreement.
a. Granting an option to buy might be viewed as a
transfer of part of the "bundle of property
rights." Dorn v. United States, 86-2 USTC
I1 13,701 (W.D. Pa. 1986), rev'd, 828 F.2d 177 (3d
Cir. 1987). Section 2036(c) generally applies to
such "transfers" and appears to have been intended
by its drafters to apply to buy-sell agreements.
b. Statutory safe harbor for "[aln option or other
agreement to buy or sell property at the fair
market value of such property as of the time the
option is (or the rights under the agreement are)
exercised." Section 2036(c)(7)(A)(iii).
i. Discourages a formula price, because fair
market value is to be determined without
regard to the agreement itself. 1988 House
Report at 427; 1988 Senate Report at 529-30.
ii. Nevertheless, if fair market value is other-
wise very difficult to determine, perhaps it
can be fixed by agreement. Section 2036(c) is
not intended to affect valuation of property.
1987 Conference Report at 996.
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7. Creation of a new enterprise -- a form of joint
purchase.
a. If there is no "enterprise" for purposes of sec-
tion 2036(c)(l)(A) and no before-and-after shares
to test for purposes of section 2036(c)(l)(B),
section 2036(c) does not apply. This was con-
firmed by the conference's rejection of the House
amendment that would have applied the "substantial
interest" test before or after the transaction.
b. Examples:
i. Example 30: P and C form a corporation with
cash. P receives preferred stock, and C
receives common stock. Section 2036(c)
apparently does not apply.
ii. Example 31: Same as Example 30, except that C
received his cash as a gift from P_ Section
2036(c) apparently does not apply.
iii. Example 32: P forms a corporation with cash
and receives common and preferred stock. P
immediately gives (or sells) the common stock
to C. Because in substance this is the same
as Example 30 (if a sale) or 31 (if a gift),
the result should be the same. Section
2036(c) should not apply. (But prudence would
surely dictate avoiding this form of trans-
action.)
c. Unanswered questions.
i. In Example 30, what if nonbusiness income-
producing assets were contributed to the new
corporation instead of cash?
ii. In Example 31, what if a loan were used
instead of a gift?
iii. In Example 32, how long is "immediately"?
8. Creation of a fixed investment trust, described in
Reg. § 301.7701-4(c)(2). Section 2036(c) probably
applies.
9. Other joint purchases.
a. Is a joint purchase -- for example, the purchase
of a life estate by P and a remainder by C --
treated like the creation of a new enterprise,
like a recapitalization or change in form, or in
some other way?
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b. The answer under the current statute might depend
in large part on the definition of an "enter-
prise." See Part A above. For example, can cash
be an "enterprise"?
c. The House amendment was apparently intended to
catch such purchases. Since it was rejected by
the conference, joint purchases should escape
section 2036(c).
10. Change in form.
a. Since there is a preexisting enterprise and
before-and-after shares to test, section 2036(c)
applies.
b. Thus, an incorporation of a partnership or sole
proprietorship is treated like a recapitalization,
not like the creation of a new enterprise.
c. The same result would probably apply to the
"exchange" of one "enterprise" for another.
11. Life insurance trusts.
a. Because "enterprise" is arguably broad enough to
include a life insurance policy, or a life insur-
ance trust, or both, section 2036(c) might apply.
i. The proceeds -- payable, say, to the insured's
children -- represent the "potential appre-
ciation."
ii. An interest in the insured's spouse -- say, a
Crummey power, or an income interest following
the death of the insured -- can represent an
income or other interest.
b. Therefore, the spouse of the insured should be
exluded from a life insurance trust, at least
until regulations are issued under section
2036(c)(3)(C).
12. An "unfreezing" transaction.
a. Example 33: P owns preferred stock received in a
pre-1987 Dean-Hartzell recap. C owns the common
stock. The preferred stock dividend has become a
burden to the corporation, and P does not need it,
but P might be deemed to have made a gift to C if
the dividend is not paid. Technical Advice
Memoranda 8403010 and 8723007. See also Technical
Advice Memorandum 8726005. P therefore converts
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the preferred stock back into common stock.
Section 2036(c) might apply if C predeceases P.
b. But since there was no "transfer of property" from
C to P (only possibly a transfer "in effect"), the
credit for tax on prior transfers under section
2013 might not be available when P subsequently
dies.
VII. Consequences of section 2036(c)
A. Taxation of appreciation at death
B. Indirect and incidental consequences
I. Increased eligibility for stock redemption under sec-
tion 303, deferral of estate tax under section 6166,
and possibly special-use valuation under section
2032A.
2. Basis.
a. Property included in the gross estate by reason
of section 2036(c) receives a new basis at death
equal to its estate tax value. Section
1014(b)(9).
b. Stock in a corporation can therefore be redeemed,
with little or no capital gain, and without divi-
dend treatment under section 303, if the require-
ments of section 303(b)(3) and limitations of
section 303(a) are met.
3. Generation-skipping transfer tax.
a. Direct skips will be taxed.
b. The special $2,000,000 exemption for direct skip
gifts to grandchildren will be lost if the donor
survives beyond December 31, 1989.
c. Allocation of the inclusion ratio (which reflects
the general $1,000,000 exemption) will be sus-
pended until death, under section 2642(f) (added
by section 1014(g)(4) of H.R. 4333).
d. Therefore, the $2,000,000 exemption may be lost,
and the $1,000,000 exemption may not go as far.
C. Treatment of subsequent transfers
1. During the original transferor's lifetime, either a
retransfer of the transferred property outside of the
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family or a transfer of the retained interest (within
or outside the family) in effect accelerates the tax.
Section 2036(c)(4), effective June 21, 1988.
a. The amount that would have been included in the
transferor's gross estate with respect to the
transferred property if the transferor had died
at that time is treated as a current gift by
the transferor to the transferee. Section
2036(c)(4)(A).
b. Section 2036(c) no longer applies to that
transferred property for estate tax purposes.
Section 2036(c)(4)(B).
2. A proportional rule applies if less than all of the
transferred interest is retransferred or less than all
of the retained interest is transferred.
3. Examples:
a. Example 34: P owns all the stock, common and
preferred, of a corporation. P gives the common
stock to C on February 1, 1988, and the preferred
stock to C on January 1, 1993.
i. P is treated as having made a gift to C of the
post-1988 appreciation in the value of the
common stock (as well as a gift of the pre-
ferred stock) on January 1, 1993.
ii. P would also be treated as having made a gift
to C of the post-1988 appreciation in the
value of the common stock if C gave the common
stock to charity, or sold it to an outsider.
iii. In either case, nothing would be included in
P's gross estate by reason of section 2036(c).
b. Example 35: P gives all the common stock to C on
February 1, 1988, and half of the preferred stock
to C on January 1, 1993.
i. P is treated as having made a gift to C of
half of the post-1988 appreciation in the
value of the common stock (as well as a gift
of half of the preferred stock) on January 1,
1993.
ii. Only half of the common stock (as well as half
of the preferred stock) is included in P's
estate.
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c. Example 36: P owns all the stock of a corpo-
ration. He gives C all the common stock and
retains all of two classes of preferred stock.
Then he subsequently transfers 25 percent of one
class and 75 percent of the other class of
preferred stock.
i. According to the 1988 House Report at 419-20
and the 1988 Senate Report at 524, only
25 percent of the common stock is treated as
the subject of a current gift to C and removed
from the scope of section 2036(c), because it
is only with respect to 25 percent of the
common stock that "proportionality was
restored" -- i.e., restored as to all classes
of preferred stock.
ii. But clearly P has retained less than 75 per-
cent of all the preferred stock. Why not
combine the two classes of preferred stock for
this purpose? For example, if the two classes
were equal in size, 50 percent of the common
stock should be removed from the scope of
section 2036(c).
iii. What if the two classes of preferred stock.
were identical? How much of a difference
would make a difference?
d. Even payment of an installment sale note could be
a disposition of the transferor-seller's retained
interest, if the note does not meet the tests of
the proposed statutory safe harbor. See Part
VI.E.7 above. It is apparently intended that
there will not be partial dispositions as install-
ments are paid, but a total disposition when the
last installment is paid. 1988 House Report at
420. Thus, the gradual redemption of preferred
stock may be treated more favorably than the
installment payment of a note.
4. The apparent purpose of the 1988 amendment is to pre-
vent avoidance of the consequences of section 2036(c)
by subsequent transfers more than three years before
death.
5. This amendment answers many questions (although not
all, see Part VI.D above) about subsequent transfers,
such as a sale of the entire enterprise to outsiders.
This amendment is much improved over the provisions of
the bill introduced on March 31, 1988. But it still
needs refinement.
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a. New section 2036(c)(4)(A) provides that the gift
is considered made to "the original transferee,"
which is defined in section 2036(c)(4)(D)(ii)
with reference to the transferee under section
2036(c)(1). But section 2036(c)(1) refers only to
a transfer, not a transferee. It does not neces-
sarily identify the transferee -- for example, in
the case of a transfer in trust. Even if that
original transferee is known, he or she may have
died by the time the section 2036(c)(4) deemed
transfer occurs. Thus, for purposes of the annual
gift tax exclusion, the generation-skipping trans-
fer tax, and possibly other tax rules for which
the identity of the transferee is important, the
result under the proposed secton 2036(c)(4) may be
uncertain.
b. The imposition of a gift tax on the transferor by
reason of the transferee's subsequent conduct
presents serious questions of fairness.
c. No provision is made for tracing different blocks
of stock -- for example, if the original trans-
feree owned other stock previously (perhaps even
before December 18, 1987).
6. It appears that this amendment would not prevent the
statute from having a cascading effect. Example 37:
P and C each own preferred stock of a corporation.
P owns all the common stock. P gives the common stock
to C. C subsequently gives the common stock to his
child, GC.
a. The common stock is included both in P's estate
and in C's estate when they die, because of their
retention of the preferred stock.
b. If GCC transfers the common stock outside of the
family, it appears that both H and S would be
deemed to have made a gift.
7. The 1988 legislation also directs the Service to
"prescribe such regulations as may be necessary or
appropriate to carry out the purposes of this subsec-
tion [section 2036(c)], including such regulations as
may be necessary or appropriate to prevent avoidance
of the purposes of this subsection through distribu-
tions or otherwise-" Section 2036(c)(8).
a. The reference to distributions, reinforced in the
committee reports, appears to be intended to
prevent the technique of diluting the value of a
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corporation through distributions to younger-
generation shareholders. 1988 House Report at
421; 1988 Senate Report at 525-26.
b. Example 38: P owns all the common and preferred
stock of a corporation. In 1988 he gives all the
common stock to C. By 1995, the common stock has
greatly increased in value. If income tax rates
in 1995 are still lower than estate tax rates,
even the payment of dividends to C with respect to
his common stock, and certainly any tax-free dis-
tributions to C that might be feasible, would put
more money in C's hands, after taxes, because it
would dilute the value of the common stock and
save estate tax at P's death. A salary to C, if
reasonable, can serve the same purpose.
c. The contemplated regulations presumably would
prevent or limit this result.
d. Would C's subsequent contributions to capital be
given the reverse effect?
e. Section 2036(c)(5) mandates unexplained "[aippro-
priate adjustments . . . in the amount included in
the gross estate . . . for . . . extraordinary
distributions . . . and changes in the capital
structure of the enterprise .
f. These provisions illustrate the futility of the
attempt to tax every conceivable "transfer" within
the family. Every attempted "solution" merely
pushes the "problem" to a different point.
D. Right of recovery of tax. Section 2207B.
I. Recovery of estate tax. Section 2207B(a).
a. Applicable to all property included in the gross
estate under section 2036, not just section
2036(c).
i. Could apply to a decedent's revocable trust,
funded after the date of enactment of the 1988
amendment.
ii. Example 39: P places the stock of his
business in a revocable trust, retaining the
income, with C as the remainderman after P's
death. P's will directs that all death taxes
be paid out of his probate estate, which con-
tains marketable securities, and bequeaths the
residue of his estate to children other than
C, who are not active in the business. The
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new right of recovery would apply against the
revocable trust or against C.
b. Applies against "the person receiving the
property." The statement of managers in the
conference report provides that this includes a
trustee of a discretionary trust.
c. Measured at the average effective rate (like under
section 2207 in the case of a general power of
appointment), not the marginal rate (like under
section 2207A in the case of a QTIP trust).
Therefore the estate might not be made completely
whole.
d. Waivable by will or by revocable trust specifi-
cally referring to section 2207B.
e. Failure to pursue recovery when the will does not
waive it will probably be a taxable gift by the
estate beneficiaries to the recipients of the
property. Waiver by will or revocable trust,
however, should not be. Cf. Proposed Reg.
5 20.2207A-l(a) (QTIP rule).
2. Recovery of gift tax. Section 2207B(b).
a. Applicable on deemed transfer under proposed
section 2036(c)(4). See Part C above.
b. Applicable only to the gift tax paid, not to any
unified credit used.
c. Applies against "the original transferee," who may
no longer be in existence. Cf. Part C.5.a above.
d. Failure to pursue recovery probably will be an
additional gift. Cf. Proposed Reg. § 25.2207A-
l(a).
e. Will be computed on a "net gift" basis if the
right of recovery is not exercised. Section
2036(c)(4)(A). Cf. Rev. Rul. 81-223, 1981-2
C.B. 189; Rev. Rul. 75-72, 1975-1 C.B. 310.
3. Despite its superficial similarity to sections 2207
and 2207A, the proposed section 2207B highlights an
unprecedented dilemma.
a. There would be difficult issues of tax apportion-
ment without such a right of recovery.
i. Some state apportionment statutes might give
the executor the right to pursue the owners of
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assets included in the federal gross estate
but not the probate estate. See section
3-916(d)(1) of the Uniform Probate Code and
section 4(a) of the Uniform Estate Tax
Apportionment Act.
ii. Other state statutes might not give the execu-
tor such a right. See generally In re Bruce,
516 N.Y.S.2d 748 (N.Y.A.D. 1987); In re Estate
of Widener, No. 85-AP-749 (Ohio App., Franklin
County, June 26, 1986). Cf. In re Estate of
Kapala, 402 N.W.2d 150 (Minn. App. 1987).
b. But there are also bizarre results even with such
a right of recovery.
i. Example 40: P sells C common stock for full
consideration, retaining preferred stock.
Years later, after the common stock has appre-
ciated greatly in value, P gets mad at C and
gives the preferred stock to charity. P has a
charitable deduction for income tax purposes,
but, under proposed section 2207B(b), C has a
huge gift tax liability!
ii. The reasons for this result are the unprece-
dented severance of taxation from property
rights and the unprecedented disregard of
consideration.
4. In any event, tax clauses in wills should be recon-
sidered, and payment of the tax should be a planning
objective.
VIII. What's left? RemaininQ freeze tactics
A. A grantor retained income trust (GRIT).
1. If formed with cash or marketable securities (not
10-percent-owned by the grantor's family), there is
no "enterprise" to transfer.
2. If formed with an interest in an enterprise -- e.g.,
stock of a wholly-owned corporation -- section
2036(c)(6) may provide an exception.
a. Requirements.
i. The term must not exceed 10 years. Section
2036(c)(6)(B)(i).
ii. The grantor/transferor must retain a "quali-
fied trust income interest," which is a right
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to receive amounts determined solely by refer-
ence to the income from the property held in
the trust. Section 2036(c)(6)(A) & (B).
iii. The grantor/transferor must not be a trustee.
Section 2036(c)(6)(B)(iii).
b. A reversion to the grantor's estate (or general
power of appointment) if he dies within the GRIT
term should not disqualify the GRIT.
i. Section 2036(c)(6)(A) provides that for pur-
poses of section 2036(c) (significantly, not
for purposes of section 2511), the grantor is
treated as retaining the trust property during
the term of the GRIT.
ii. Therefore, when the GRIT terminates, the
grantor is treated, for purposes of section
2036(c) (again, not for purposes of section
2511), as having transferred that entire trust
property, retaining nothing. Section 2036(c)
does not apply to such transfers.
iii. Moreover, once the qualified trust income
interest is disregarded (as section
2036(c)(6)(A) requires), there is no transfer
of a disproportionately large share of poten-
tial appreciation. Appreciation necessarily
attaches proportionately to the remainder and
the reversion (or power of appointment).
c. Implicit in the above discussion is the assumption
that this exception does not apply when the trans-
fer to the GRIT itself separates growth interests
from frozen interests -- e.g., when the GRIT is
funded only with common stock and the grantor
retains preferred stock, or when the GRIT is
funded only with preferred stock and the grantor
transfers common stock to his children.
3. But if formed with an interest in an enterprise and
section 2036(c)(6) does not apply, the termination of
the GRIT will result in a taxable gift measured by the
full value of the trust property at that time.
Section 2036(c)(4)(D)(iv).
4. A GRIT is obviously not totally reliable in any event,
because survival for the necessary period can never be
assured.
5. For the valuation of the remainder interest in a GRIT,
new monthly discount rates are mandated by section
7520, added by section 5031 of H.R. 4333.
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B. Joint purchase of an "enterprise" or joint creation of a
"new enterprise," because the House version of the tech-
nical corrections bill was not enacted. See Part VI.F.7
above.
1. Whenever starting a new enterprise, consider the
creation of more than one class of ownership from the
beginning. This is easier and may be safer than
converting later.
2. In any joint purchase, consider a term of years
instead of a life estate, to strengthen the case if
the elder purchaser survives the term, as in a GRIT.
C. A Dean-Hartzell-type recapitalization, using "qualified
debt" instead of preferred stock. See Part VI.E.7.a
above. This could be a redemption accompanied by a
section 302(c)(2) waiver. See section 302(c)(2)(A)(i).
D. An installment sale to other shareholders (e.g.,
children), rather than to entity.
E. Possibly a "capital shift" partnership freeze.
I. Example 41: P owns a conventional partnership inter-
est. C owns a "preferred" partnership interest with a
right to a very large return on capital, say 20 per-
cent, payable only from net income but cumulative to
the extent not paid. The partnership cumulative obli-
gation to C with respect to this preferred interest
dilutes the value of P's interest. P's estate would
argue that section 2036(c) does not apply, because P
retained the "residual" appreciation potential.
2. The Service would be expected to argue that section
2036(c) should be applied in a facts-and-circumstances
and substance-over-form manner.
F. Possibly a post mortem freeze.
1. Joint purchase freeze.
a. Marital trust (or spouse) buys a life estate in a
new property.
b. Credit shelter trust buys the remainder.
2. Recapitalization freeze (by executor before distribu-
tion).
a. Marital trust (or spouse) ultimately receives
preferred stock.
- 36 -
b. Credit shelter trust (or descendants) receive
common stock.
3. May even be directed by the decedent's will. Indeed,
it may be better if it is directed by the will,
especially in the case of the post mortem recapitali-
zation, to reduce the possibility that the surviving
spouse will be deemed to have "in effect" made a
transfer by consenting to, or acquiescing in, the
transaction. Cf. Rev. Rul. 84-105, 1984-2 C.B. 197.
There is considerable uncertainty, however, whether
the "spousal unity rule" of section 2036(c)(3)(C) (see
Part V.B.4 above) might be interpreted to catch these
arrangements. See 1988 House Report at 427-28; 1988
Senate Report at 530-31.
G. Bequest of preferred stock to children and common stock to
grandchildren.
1. Freezes childrens' estates.
2. May minimize the generation-skipping transfer tax on
the direct skip to the grandchildren.
H. Possibly a buy-sell agreement or other stock option or
restriction, so long as it is a "bona fide business
arrangement and not a device to pass the decedent's shares
to the natural objects of his bounty for less than an
adequate and full consideration in money or money's
worth." Reg. § 20.2031-2(h). See Dorn v. United States,
828 F.2d 177 (3d Cir. 1987); Citizens Bank & Trust Co. v.
Commissioner, 839 F.2d 1249 (7th Cir. 1988). Cf.
Technical Advice Memorandum 8710004 (stock redemption
agreement).
1. Under the safe harbor in section 2036(c)(7)(A)(iii),
the sale price must be the then unencumbered fair
market value. But a formula might still have some
persuasiveness. See Part VI.F.6 above.
2. Be careful not to create, in effect, two classes of
stock.
I. Transactions with a provision for unwinding if caught by
section 2036(c).
I. May be dangerous in light of Commissioner v. Proctor,
142 F.2d 824 (4th Cir.), cert. denied, 323 U.S. 756
(1944).
2. May be acceptable if conditioned on something other
than an audit or court decision -- e.g., on regula-
tions, IRS announcement, or amendment of the statute.
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3. See generally Dickinson v. Commissioner, 63 T.C. 771
(1975) (buy-sell agreement set aside if challenged).
J. Correction or divestment before January 1, 1990, under
section 3031(h)(4) of H.R. 4333.
1. The correction or divestment may itself create a
taxable gift.
2. It is not clear that an original transferor's executor
can correct.
K. Protection of a proposed transaction (or correction) with
a ruling. See Rev- Proc. 88-50, 1988-42 I.R.B. 81.
L. Depletion of the value of the business through payment of
salaries or dividends or other distributions to the
younger generation. See Part VII.C.2.h above.
i. The regulations mandated by proposed section
2036(c)(7) might not be issued for a while. When
issued, they might not be retroactive.
2. Within limits, some depletion will almost certainly be
allowed.
M. Creative (or realistic, depending on one's point of view)
valuation, including minority discounts.
N. Proportional transfer of all classes of stock or similar
interests.
0. Maybe everything is left, if there is little or no
downside risk.
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APPENDIX
STATUTES
SECTION 2036(a) [unchanged since 19781
(a) General Rule---The value of the gross estate shall
include the value of all property to the extent of any
interest therein of which the decedent has at any time made
a transfer (except in case of a bona fide sale for an ade-
quate and full consideration in money or money's worth), by
trust or otherwise, under which he has retained for his life
or for any period not ascertainable without reference to his
death or for any period which does not in fact end before
his death--
(1) the possession or enjoyment of, or the right to
the income from, the property, or
(2) the right, either alone or in conjunction with
any person, to designate the persons who shall possess
or enjoy the property or the income therefrom.
SECTION 2036(b) [unchanged since 19781
(b) Voting Rights.--
(1) In General.--For purposes of subsection (a)(1),
the retention of the right to vote (directly or indi-
rectly) shares of stock of a controlled corporation
shall be considered to be a retention of the enjoyment
of transferred property.
(2) Controlled Corporation.--For purposes of para-
graph (1), a corporation shall be treated as a con-
trolled corporation if, at any time after the transfer
of the property and during the 3-year period ending on
the date of the decedent's death, the decedent owned
(with the application of section 318), or had the right
(either alone or in conjunction with any person) to
vote stock possessing at least 20 percent of the total
combined voting power of all classes of stock.
(3) Coordination with Section 2035---For purposes of
applying section 2035 with respect to paragraph (I), the
relinquishment or cessation of voting rights shall be
treated as a transfer of property made by the decedent.
SECTION 2036(c) Ladded by the Revenue Act of 19871
[Changes made by section 3031 of the "Technical and
Miscellaneous Revenue Act of 1988" (H.R. 4333) are shown by
striking through deletions and underlining additions.]
(c) Inclusion Related to Valuation Freezes.--
(i) In General.--For purposes of subsection (a),
if--
(A) any person holds a substantial interest in
an enterprise, and
(B) such person in effect transfers after
December 17, 1987, property having a disproportion-
ately large share of the potential appreciation in
such person's interest in the enterprise while
retaining .a-4-prcporticn atly £e-e shae an inter-
est in the income of, or rights in, the enterprise,
then the retention of the retained interest shall be
considered to be a retention of the enjoyment of the
transferred property.
(2) Special Rules for Consideration Furnished by
Saes 4-e Family Members.--
(A) In General.--The exception contained in
subsection (a) for a bona fide sale shall not apply
to a transfer described in paragraph (1) if such
transfer is to a member of the transferor's family.
(B) Treatment of Consideration.--
(i) In General.--In the case of a transfer
described in paragraph (1), if--
(I) a member of the transferor's family
provides consideration in money or money's
worth for such member's interest in the
enterprise, and
(II) it is established to the satisfac-
tion of the Secretary that such considera-
tion originally belonged to such member and
was never received or acquired (directly
or indirectly) by such member from the
transferor for less than full and adequate
consideration in money or money's worth,
paragraph (1) shall not apply to the
applicable fraction of the portion of the
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enterprise which would (but for this sub-
paragraph) have been included in the gross
estate of the transferor by reason of this
subsection (determined without regard to any
reduction under paragraph (5) for the value
of the retained interest).
(ii) Applicable Fraction.--For purposes of
clause (i), the applicable fraction is a
fraction--
(I) the numerator of which is the amount
of the consideration referred to in clause
(i), and
(II) the denominator of which is the
value of the portion referred to in
clause (i) immediately after the transfer
described in paragraph (1).
(iii) Section 2043 Not to Apply.--The
provisions of this subparagraph shall be in lieu
of any adiustment under section 2043.
(3) Definitions---For purposes of this subsection--
(A) Substantial Interest.--A person holds a sub-
stantial interest in an enterprise if such person
owns (directly or indirectly) 10 percent or more of
the voting power or income stream, or both, in such
enterprise. For purposes of the preceding sentence,
an individual shall be treated as owning any inter-
est in an enterprise which is owned (directly or in-
directly) by any member of such individual's family.
(B) Family.--The term "family" means, with
respect to any individual, such individual's spouse,
any lineal descendant of such individual or of such
individual's spouse, any parent or grandparent of
such individual, and any spouse of any of the fore-
going. For purposes of the preceding sentence, a
relationship by legal adoption shall be treated as a
relationship by blood.
(C) Treatment of Spouse.--Except as provided in
regulations, an -A. individual and such individual's
spouse shall be treated as 1 person.
+4r C -rdinati oraraph -eet-e 2035.
appyiq eet4.e. 2035, -&ref trnf e +erbi
-- a ft-r-se -&f e-f inb4eres 4-n the t rans~fecr r o-a3erty-
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(4) Treatment of Certain Transfers.--
(A) In General.--For purposes of this subtitle,
if, before the death of the original transferor--
(i) the original transferor transfers all
(or any portion of) the retained interest
referred to in paragraph (1), or
(ii) the original transferee transfers all
(or any portion of) the transferred property
referred to in oaragraph (1) to a person who
is not a member of the original transferor's
family,
the original transferor shall be treated as having
made a transfer by gift of property to the original
transferee equal to the paragraph (1) inclusion (or
proportionate amount thereof). Proper adjustments
shall be made in the amount treated as a gift by
reason of the preceding sentence to take into
account prior transfers to which this subparagraph
applied and to take into account any right of
recovery (whether or not exercised) under section
2207B.
(B) Coordination with Paragraph (l).--In any
case to which subparagraph (A) applies, nothing in
paragraph (1) or section 2035(d)(2) shall require
the inclusion of the transferred property (or
proportionate amount thereof).
(C) Special Rule Where Property Retransferred.
-- In the case of a transfer described in subpara-
graph (A)(ii) from the original transferee to the
original transferor, the paragraph (1) inclusion (or
proportion thereof) shall be reduced by the excess
(if any) of--
(i) the fair market value of the property so
transferredl over
(ii) the amount of the consideration paid by
the original transferor in exchange for such
property.
(D) Definitions.--For purposes of this
paragraph--
(i) Original Transferor.--The term "original
transferor" means the person making the transfer
referred to in DaraaraDh (1).
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(ii) Original Transferee.--The term "origi-
nal transferee" means the person to whom the
transfer referred to in paragraph (1) is made.
Such term includes any member of the original
transferor's family to whom the property is
subsequently transferred.
(iii) Paragraph (1) Inclusion.--The term
"paragraph (1) inclusion" means the amount which
would have been included in the gross estate of
the original transferor under subsection (a) by
reason of paragraph (1) (determined without re-
gard to sections 2032 and 2032A) if the original
transferor died immediately before the transfer
referred to in subparagraph (A). The amount
determined under the preceding sentence shall be
reduced by the amount (if any) of the taxable
gift resulting from the transfer referred to in
paragraph (1)(B).
(iv) Transfers to Include Terminations,
Etc.--Terminations', lapses, and other changes in
any interest in property of the original trans-
feror or original transferee shall be treated as
transfers.
(E) Continuing Interest in Transferred Property
May Not Be Retained.--A transfer (to which subpara-
graph (A) would otherwise apply) shall not be taken
into account under subparagraph (A) if the original
transferor or the original transferee (as the case
may be) retains a direct or indirect continuing in-
terest in the property transferred in such transfer.
4-55.4 Ccordinatizn with+ Seet-ie 2043. 1 Iriel -e4
applyi .. e.e. 2043 -O appr op r i ate ajudstmeats sea -6e
(5) Adjustments.--Appropriate adjustments shall be
made in the amount included in the gross estate by
reason of this subsection for the value of the retained
interest, extraordinary distributions, and changes in
the capital structure of the enterprise after the
transfer described in paragraph (1).
(6) Treatment of Certain Grantor Retained Interest
Trusts.--
(A) In General.--For purposes of this subsec-
tion, any retention of a qualified trust income
interest shall be disregarded and the property with
respect to which such interest exists shall be
treated as held by the transferor while such income
interest continues.
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(B) Qualified Trust Income Interest.--For pur-
poses of subparagraph (A), the term "qualified trust
income interest" means any right to receive amounts
determined solely by reference to the income from
property held in trust if--
(i) such right is for a period not exceeding
10 years,
(ii) the person holding such right
tranferred the property to the trust, and
(iii) such person is not a trustee of such
trust.
(7) Exceptions.--
(A) In General.--Paragraph (1) shall not appy_
to a transaction solely by reason of I or more of
the following:
(i) The receipt (or retention) of qualified
debt.
(ii) Except as provided in regulations, the
existence of an agreement for the sale or lease
of goods or other property to be used in the
enterprise or the providing of services and--
(I) the agreement is an arm's length
agreement for fair market value, and
(II) the agreement does not otherwise
involve any change in interests in the
enterprise.
(iii) An option or other agreement to buy or
sell property at the fair market value of such
property as of the time the option is (or the
rights under the agreement are) exercised.
(B) Limitations.--
(i) Services Performed After Transfer.--In
the case of compensation for services performed
after the transfer referred to in paragraph
(1)(B), clause (ii) of subparagraph (A) shall
not apply if such services were performed under
an agreement providing for the performance of
services over a period greater than 3 years
after the date of the transfer. For purposes of
the preceding sentence, the term of any agree-
ment includes any oeriod for which the aareement
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may be extended at the option of the service
provider.
(ii) Amounts Must Not Be Contingent on
Profits, Etc.--Clause (ii) of subparagraph (A)
shall not apply to any amount determined (in
whole or in part) by reference to gross
receipts, income, profits, or similar items of
the enterprise.
(C) Qualified Debt.--For purposes of this para-
graph, except as provided in subparagraph (D), the
term "qualified debt" means any indebtedness if--
(i) such indebtedness--
(I) unconditionally requires the payment
of a sum certain in money in 1 or more fixed
payments on specified dates, and
(II) has a fixed maturity date not more
than 15 years from the date of issue (or, in
the case of indebtedness secured by real
property, not more than 30 years from the
date of issue),
(ii) the only other amount payable under
such indebtedness is interest determined at--
(I) a fixed rate, or
(II) a rate which bears a fixed rela-
tionship to a specified market interest
rate,
(iii) the interest payment dates are fixed,
(iv) such indebtedness is not by its terms
subordinated to the claims of general creditors,
(v) except in a case where such indebtedness
is in default as to interest or principal, such
indebtedness does not grant voting rights to the
person to whom the debt is owed or place any
limitation on the exercise of voting rights by
others, and
(vi) such indebtedness--
(I) is not (directly or indirectly) con-
vertible into an interest in the enterprise
which would not be qualified debt, and
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(II) does not otherwise grant any right
to acquire such an interest.
The requirement of clause (i)(I) that the principal
be payable on 1 or more specified dates and the
requirement of clause (i)(II) shall not apply to
indebtedness payable on demand if such indebtedness
is issued in return for cash to be used to meet
normal business needs of the enterprise.
(D) Special Rule for Startup Debt.--
(i) In General.--For purposes of this para-
graph, the term "qualified debt" includes any
qualified startup debt.
(ii) Qualified Startup Debt.--For purposes
of clause (i), the term "qualified startup debt"
means any indebtedness if--
(I) such indebtedness unconditionally
requires the payment of a sum certain in
money,
(II) such indebtedness was received in
exchange for cash to be used in any
enterprise involving the active conduct of a
trade or business,
(III) the person to whom the indebted-
ness is owed has not at any time (whether
before, on, or after the exchange referred
to in subclause (II)) transferred any prop-
erty (including goodwill) which was not cash
to the enterprise or transferred customers
or other business opportunities to the
enterprise,
(IV) the person to whom the indebtedness
is owed has not at any time (whether before,
on, or after the exchange referred to in
subclause (II)) held any interest in the
enterprise (including an interest as an
officer, director, or employee) which was
not qualified startup debt,
(V) any person who (but for subparagraph
(A)(i)) would have been an original trans-
feree (as defined in paragraph (4)(C))
participates in the active management (as
defined in section 2032A(e)(12)) of the
enterprise, and
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(VI) such indebtedness meets the
requirements of clauses (v) and (vi) of
subparagraph (C).
(8) Regulations.--The Secretary shall prescribe such
regulations as may be necessary or appropriate to carry
out the purposes of this subsection, including such
regulations as may be necessary or appropriate to pre-
vent avoidance of the purposes of this subsection
through distributions or otherwise.
SECTION 2207B [added by H.R. 43331
SEC. 2207B. RIGHT OF RECOVERY WHERE DECEDENT RETAINED INTEREST.
(a) Estate Tax.--
(i) In General.--If any part of the gross estate on
which tax has been paid consists of the value of prop-
erty included in the gross estate by reason of section
2036 (relating to transfers with retained life estate,
the decedent's estate shall be entitled to recover from
the person receiving the property the amount which bears
the same ratio to the total tax under this chapter which
has been paid as--
(A) the value of such property, bears to
(B) the taxable estate.
(2) Decedent May Otherwise Direct by Will.--
Paragraph (1) shall not apply if the decedent otherwise
directs in a provision of his will (or a revocable
trust) specifically referring to this section.
(b) Gift Tax.--If for any calendar year tax is paid
under chapter 12 with respect to any person by reason of
property treated as transferred by such person under sec-
tion 2036(c)(4), such person shall be entitled to recover
from the original transferee (as defined in section
2036(c)(4)(C)(ii)) the amount which bears the same ratio
to the total tax for such year under chapter 12 as--
(1) the value of such property for purposes of
chapter 12, bears to
(2) the total amount of the taxable gifts for such
year.
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(c) More Than One Recipient.--For purposes of this
section, if there is more than 1 person receiving the
property, the right of recovery shall be against each such
person.
(d) Penalties and Interest.--In the case of penalties
and interest attributable to the additional taxes described
in subsections (a) and (b), rules similar to the rules of
subsections (a), (b), and (c) shall apply.
(e) No Right of Recovery Against Charitable Remainder
Trusts.---No person shall be entitled to recover any amount
by reason of this section from a trust to which section 664
applies (determined without regard to this section).
SECTION 2501(d)(3) [added by H.R. 43331
(3) For treatment of certain transfers related to
estate tax valuation freezes as gifts to which this chapter
applies, see section 2036(c)(4).
SECTION 3031(h) of H.R. 4333
(h) Effective Date.--
(1) In General.--Except as provided in this
subsection, any amendment made by this section shall
take effect as if included in the provisions of the
Revenue Act of 1987 to which such amendment relates.
(2) Subsection (a).--The amendments made by sub-
section (a) [sections 2036(c)(4) and 2501(d)(3)] shall
apply in cases where the transfer referred to in section
2036(c)(i)(B) of the 1986 Code is on or after June 21,
1988.
(3) Subsection (f).--If an amount is included in the
gross estate of a decedent under section 2036 of the
1986 Code other than solely by reason of section 2036(c)
of the 1986 Code, the amendments made by subsection (f)
[section 2207B] shall apply to such amount only with
respect to property transferred after the date of the
enactment of this Act.
(4) Correction Period.--If section 2036(c)(1) of the
1986 Code would (but for this paragraph) apply to any
interest arising from a transaction entered into during
the period beginning after December 17, 1987, and ending
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before January 1, 1990, such section shall not apply to
such interest if--
(A) during such period, such actions are taken
as are necessary to have such section 2036(c)(1) not
apply to such transaction (and any such interest),
or
(B) the original transferor and his spouse on
January 1, 1990 (or, if earlier, the date of the
original transferor's death), does not hold any
interest in the enterprise involved.
(5) Clarification of Effective Date.--For purposes
of section 10402(b) of the Revenue Act of 1987, with
respect to property transferred on or before
December 17, 1987--
(A) any failure to exercise a right of
conversion,
(B) any failure to pay dividends, and
(C) failures to exercise other rights specified
in regulations,
shall not be treated as a subsequent transfer.
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